)
-y

-~*ﬁ*?t’\Uﬂmu

BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;
~ PUTNAM FUND DI STRIBUTCRS, INC., ET AL. )

Appear ances:
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OP1 NI ON

These appeal s are made pursuant to section
25667 of the Revenue and Taxatjon Code from the action
of the Franchise Tax’Board I n denying protests against
proposed assessnents of additional franchise tax and
penalties in the amounts and for the years as follows:
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Appeal of Putnam Fund Distributors, Inc., et al.

| ncone Franchi se

Appel | ant Year Tax Penal ty
Put nam Fund Distributors, Inc. 1955 $ 43. 48 $ 10.87
1955 43. 48 10. 87
1956 25. 00 6. 25
1957 25. 00 6. 25
1958 37.76 9.44
1959 318. 23 79. 56
1960 1,859.00 464. 75
1961 7,388.04 1,847.01
1962 3,237.85 809. 46
1963 1,747.52 436. 88
1964 2,342.40 585. 60

Mut ual Fund Associates, Inc., ,
Successor in Interest to

MFA Liquidating Co. 1965 25,344.00
Mitual Fund Associates, Inc. 1966 25,314.00

After the oral hearing in this matter, respondent conceded

that an error had been made in conputing -appellants' pay- g
roll factor. Respondent has inforned us that the proposed .

assessnments for the incone years 1965 and 1966 shoul d
accordingly be reduced to $24,187 and $23,775, respectively.

The initial question in this appeal is whether
appellants and their affiliated corporations were con-
ducting a unitary business during the income years 1960
through 1966. Appellants and their affiliates are in-
volved in the nutual fund industry, and some understand-

ing of that iydustry is essential to the resolution of
this issue. =

1/ The discussion which follows is taken largely froma
Study of Miutual Funds, House Report No. 2274, 87th Cong.,
2d Sess. (1962) (herernafter referred to as "Mitual
Funds"); and from Report of Special Study of Securities
Markets of the Securities and Exchange Conm ssion, Part
7 House Document No. 95 88th Cong., IstSess. (1963)
(hereinafter referred to'as the "Special Study").
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_ As a general rule, nutual funds are either
publicly-owned corporations or trust entities. They
sell shares to the public and use the proceeds from such
sales to invest or trade in the stock market. Thefunds
may earn noney from many sources, notably frpnlapgreC|a-
tion in the value of their portfolio securities, but the
sale of new shares to the public is the principal neans
through which they acquire capital for investment. (Mitua
Funds, p. 4.)

During the appeal years nutual funds were one
of the nmore raprdly grow ng Segnents of the securities
business. Wile there are several reasons for this suc-
cess, two unique features of nutual funds contributed
substantially to their growth. First, unlimted nunbers
of new shares in the funds are continuously offered for
sale to the public. These shares are not traded on ex-
changes or generally in the over-the--counter market, but
instead are sold to the publlc_prlnar|I¥ through under -
witers acting under contract with the funds. Second
federal regulations require nutual funds to redeem their
out standing shares at the discretion of the sharehol der.
A fund's principal underwiter may and often does act as
the fund' s agent for such redenptions. This constant |
of fering and redenption of shares has led to the creation
of large, permanent sales organizations which characterize
the mutual fund industry and which have greatly facilitated
5%39?SOMﬂh' (Mutual Funds, pp. 6-7; Special Study, pp.

Mitual funds often enpl oy outside organizations
to act as investnent advisor, admnistrative manager, or
both.  The conpensation received by these advisors and
managers is nornally conputed as a percenta?e of the
fund”s "net asset value," whjch is essentially the market
value of the securities in the fund's portfolio. There-
fore increases in the anount of noney Invested by a_?und
will automatically increase the managing conpany' s incone
or at least decrease its loss. Since tﬁe sal e of new
shares is the funds' major source of investment capital
it is apparent that promoting such sales is one inportant
means by which a nanagi ng conpang may seek to augment
Its income. (Special Study, p. 97.)

The size of a fund's portfolio may also affect
Its mapager's incone in another way. Wen a fund with a
sufficiently large portfolio buys or sells securities
through a broker, it may receive free research services
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Appeal of Putnam Fund Distributors, Inc.. et al.

and other benefits which brokers regularly offer to .
vol ume customers. Presumably the ndre securities which
a fund 'buys and sells, the nore benefits it will earn.
According to respondent these benefits, which may be
termed "reciprocity,” indirectly profit the managing
conpany by reducing the expenses of operating the funds.

Wth this background, we turn_to the group of

corporations involved in this appeal. The parent organi-
zation, Putnam Managenment Conpany (Putnam), is a Mssachu-
setts corporation headquartered in Boston. |ts business

Is to organize mutual funds and then_serve as the funds'
management and investment advisor. The services it pro-
vides for the funds include research on the stock narket
and recommendations as to the purchase, holding and sale
of portfolio securities. In addition, Putnam also per-
forms nmost of the clerical, bookkeepln%, Pub|ICIt and
adm nistrative functions required in the funds' day-to-day
operations. It performs all these services at its own
cost. Its fee for these services is usually one-half of
one percent of each fund's net asset value per year, but
may vary depending on the size of the fund.

Put nam Fund Di stributors, Inc. ?PFDI), I's al so
a Massachusetts corporation. Its main offices are in
Boston, but it maintains branch offices in San Francisco,
Los Angeles, and various other cities around the United
States, PFDI is the principal underwiter for and general
distributor of shares in the funds nmanaged by Putnam It
sell's such shares indirectly to the Rubllc t hrough orders
placed by independent brokers. It charges an eight and
one-hal f percent comm ssion on the sales, but returns
seven percent to the broker and retains only one and
one-half percent. PFDl also serves as a transfer agent
for the Putnam funds when sharehol ders wish to redeem
their shares.

At all times relevant to this appeal PFD was
whol |y owned by Putnam or.by Putnams predecessor company.
A majority of prpr's officerS and directors were also
officers or directors of Putnam and there were nunerous

ersonnel transfers between the two conpanies. PFDI and
ut nam used the same | aw and accountlnP firms and their
enpl oyees were covered by the same enployee benefit plans.
It also appears that, at” |east since 1965, -Putnam and

PFDI have shared the sane office buildings and equi pnent.

Put nam Progranms Corp. '(Programs) has been a
whol Iy owned subsidiary of Putnam since its organization
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in 1961. Its business is to create and sell "plan invest-
nents" which enable investors to purchase 'shares inthe
Putnam funds on an installnment basis. It also perfornb

various admnistrative services for'the funds, such as
mailing reports and letters, keepln? records, and answer-
i ng questions about the funds from fund sharehol ders.
Prograns has no separate enployees, offices or equipment,
but "i nstead uses those of Putnam or PFDI.

- Mutual Fund Associates, Inc. (MPa), a California
corporation with its headquarters in San Francisco, was
a broker-dealer specializing in retail sales of nutual
fund shares. Putnam acquired 51 percent of MFA's stock
early in 1961. MFA's president, M. Neil Ferguson, be-
dane a director of Putnamat that tine, and two of Putnanis
directors became nenbers of MFa's el even-man board of
directors. Thereafter, MA served as'an underwiter for
the funds managed by Putnam and for the "plan investments"”
marketed by Prograns. It also shared in some of the costs
of preparing the funds' distribution literature, and occa-
sionally did some printing and mailing for PFDI.

_ MFA sol d shares in unrelated funds as well as
in funds nmanaged by Putnam _In 1960, prior to its acqui-
sition by Putnam sales of Putnam fund shares accounted
for only 35 percent of MrA's total sales. After the

acqui sition, Mra's sales of Putnam fund shares increased
to 68 percent of total sales in 1961, 66 percent in 1962,
55 percent in 1963, 47 percent in 1964, 62 percent in
1965, and 59 percent in 1966. M-A received an eight and
one-hal f percent comm ssion (less underwiting costs). on
sal es of Putnam fund shares and up to ten percent on sales
of other funds' shares.

At the oral hearing in this matter, M. Neil
Ferguson testified that MA had agreed to the acquisition
bY utnam because of a "feeling that we needed to have a
close tie with 'a managenment group |ike that so if things
got really rougﬁ we could hopefully look to them for sone
assi stance. " ccordingly, soon after the acquisition
MFA secured a witten conmtment fromPutnamto | oan MFa

noney "fromtime to tinme." In 1962 M-A borrowed $50,000
under this agreenment and al so borrowed $25,000 fromits
ot her shareholder. In 1963 Putnam nade a short-term | oan

of $100,000 to provide MFA with working capital, and in
1966 it |oaned an additional $500,000 to MA.

_ Mr. Ferguson al so testified that there was a
trend in the nmutual fund i ndustry for managenent conpanies
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|ike Putnam to acquire their own retail sales organiza-
tions as a means of increasing share sales. He stated
that Putnam |ooking toward the future, had followed this
trend and acquired MFA as an "experinent" or an "invest-
ment". Consistently with this "investnent" attitude,,
Putnam did not initially play a direct role in MFa's daily
operations. Late in 1965, however, Putnam acquired the
remai ning 49 percent of MFa's stock, and fromthat tine
forward Putnam concededly exercised direct control over
MFA's busi ness.

_ The final corporation involved in this appea
is Investors Insurance Associates, Inc. (IIA), a general
I nsurance agent for sales of ordinary and termlite insur-

ance. IIA was a whol | y-owned subsidiary of Mra, and the
two companies used the same facilities, |aw and account-
ing firnms, insurance conPany and enpl oyee benefit plans.
Many of MFA's sal esnmen al so sold insurance for IIA In
fact, it appears that Mra had acquired Il Ain order to
provi de additional business for its sales force; since
sal esmen often found it difficult to nake a living sell-,
ing only nutual fund shares.

~_Wen a taxpayer derives incone from sources

both within and without California, it is required to

measure its California franchise tax liability by its

net income derived fromor attributable to sources within

this state. (Rev. & Tax. Code, § 25101.) If the tax-

payer's business is unitary, its California-source income

must be conputed by fornula apportionment rather than by
%: (Superior QI Co. v. Franchise Tax
I

separate accountin
Board, 60 Cal. 2d 406 [34 Cal. _Rptr.. bob, 386 P. 2d 33]
T1563); Honolulu O Corp. v. Franchise Tax Board,

cal. 2d 417 [34 Cal. Rptr. 5527 380 P.2d 40](1963).)

_ The California Supreme Court has stated that

a business is unitary if there is unity of ownership,
unity of operation as evidenced by central purchasing,
advertising, accounting and managenent, and unity of use
in a centralized executive force and general system of
ogeratl on. (Butler Brothers v.mdtolgdnan 17 Cal. 2d 664,
678 [111 p.2d4" 3341 IT941V. affd. 7315 v.5. 3 501 186 L. Ed.
991] (1942).) The court has al so hel d that a-business
is unitary if the business done within this state is
dependent “upon or contributes to the operation of the
busi ness done outside the state. (Edison California.
Stores, Inc. Mccdlgah,“ﬁu 30 Cal. 2T ; . 2d

a4 The California COUrtsS have yet to limit
t he unitary concept, except to state that "[ilt is only .
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appeal Of Putnam Fund Distributors, Inc., etal.

if its business within this state is truly separate and
distinct fromits business without this state, so that
the segregation of income nmay be nade clearly and accu-
rately, that the seBarate accounting method may properly
ve used. " (Butler Brothers v. _MeColgan, supra, 17 Cal.
2d at 667-668.)

The parties to this appeal agree that the nutual
funds managed by Putnam were not part of the alleged
unitary business because of a lack of conmon ownershi [%
Unity Of ownership is conceded with respect to the other
corporations. In addition, appellants concede that |IA
was unitary with MFA_ and that Prograns was unitary with
Put nam herefore the only question remaining is whether
Putnam and the two appellant corporations, MPA and PFDI,
were conducting a unitary business.

Al t hough aggzellants_. contend t hat Putnam, MFA
and prpI were nof unitary during any of the years in
question, they concentrate their arguments on the years
prior to 1965. In that year Putnam began to share office
space with PFDI and also began to'play a direct role in
mra's daily operations, and appellants recognize that
these factors nake the case for unity much stronger.

Wth regard to the earlier years, however, appellants
contend that there was no significant unity In either
speration Or use, In their view, Putnam s’ business of
managi ng nutual funds and their business of selling fund
shares were separate and distinct-types of enterprise,
without any centralized services, comon product or inter-
conpany flow of goods which woul d denonstrate "operational
or econom ¢ interdependence.”

- W& may_ accept appellants' contention that, at
| east prior to 1965, there was little centralization in
the day-to-day business of Putnam MFA and PFDI. |n pre-
vious cases, however, we have consistent|ly held that such
centralization is not necessary to a finding of unity if
the operations are otherwise unified to the extent that
they depend upon or contribute to one another. (See,
e.g., Appeal of I-T-E Circuit Breaker Co., Cal. St. Bd.
of Equal., Sept. 23, 1974; Appeal of McCall Corp., Cal.
St. Bd. of Equal., June 18, EEES.) For the reasons
expressed below, we are persuaded that sufficient inter-
dependence and contribution are present in this case to
sustain respondent's determ nation of unity.

W note, initially, that both MFA .and PFDI
shared sone common of fi cers and directorswith Put nam
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a factor which the courts and this board have considered
an_ I mportant indicator of dependency or contribution.
(See Lhase .Brass & Capper Co. v. Franchise Tax Board, 10

Cul, Bpp. 3d 456 {87 Cal. Rptr. 2397, app. dism. and cert.

den., 400 U. S. 961 [27 L. Ed. 2d 381] (1970); Zappedl D%
T-T-E Circuit Breaker Co., supra.) These interlocking
directors provided the means through which Putnam coul d
establish policy for and coordinate the sales efforts of
its subsidiaries. Appellants allege that MFA and PFDI
conpeted with one another to sone extent in selling

nutual fund shares, and such coordination would therefore
appear essential to the snooth conduct of their sales
operations.

Appel | ants contend that Putnamtreated MFA as
an "inves tment" and did not attempt to control its sales
policy. It appears, however, that Putnam had foll owed
an industry trend and acquired MFA in order to pronote
sales of Putnam fund shares. In fact, MFa's sal es of
Putnam fund shares increased rapidly and substantially
after ItS acquisition by Putnam even though MFA coul d
eazn higher comm ssions on sales of other funds' shares,
wedonot believe that this increase was a nere accident!
and there is nothing in the record to show that it was
attributable to general market conditions. Rather, it
appears that Putnam exerted a significant, though perhaps
informal, Influence over itsS subsidiary's sales policy..

Despite appellants' protestations to the con-
rrary, the interlocking directors al SO facilitated a
nutnally beneficial exchange of expertise between Putnaw

and its subsidiaries. Atthe oral hearing in this mattu,

My. Ferguson testified that the Putnam representatives on

MFR' & board were "'very helpful” in neetings Wth customeis,

sincethoy could provide information about investnent
management. and general econom ¢ trends that MFa's own
staf¥ could not. M. Ferguson also stated that Putnam
sometimes called upon himto answer questions about the
retail sales field. W have no doubt that such informa-
tion would prove useful to Putnamin deciding whether to
establish new mutual funds and in determ ning what type
of fund would be nost attractive to investors.

_ . In addition to interlocking directors, substan-
tial interconpany financing has also been recognized as
an i nportant Indicator of dependency or contribution.
(See appeal of Beecham, Inc., Cal. St. Bd. of Equal.,
March smmmill 77.) Here Putnam agreed to |oan noney to bk
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"fromtine to time," apparently' whenever M-A needed funds,
and in fact it did Joan substantial anmounts during the
appeal vears Sinceone reason MFA becane affiliated

w th Putnam was to obtain financial backing, we cannot
accept appellants' suggestion that these |oans were

i nsignificant, even though MFA at times also borrowed
money from ot her sources.

Several other factors deserve to be nentioned.
For exanple, PFDlI and Putnam shared a conmon trade name,
used the same |aw and accounting firms, and had joint
enplo¥ee benefit plans. There were al so nunerous per-
sonnel transfers between those two conpani es. As under-
writers, both MFA and PFDI hel ped defray the costs of
preparing and distributing sales literature for the funds
managed by Putnam In addition, MA did some printing
and mailing for PFDI. Adnmittedly, sone of these factors
are less significant than others. Taken together, however,
they tend to show nutual dependency and contribution be-
tween Putnam and its subsidiaries. (See Appeal of F. w.
Wolworth Co., Cal. St. Bd. of Equal., July 31, 1972
Appeals of Servomation Corp., et al., Cal. St. Bd. of
Equal.,” July 7, 1967,)

Finally, the unique economc relationship.
between Putnam and its subsidiaries also indicates Inter-
dependency and contribution. MA and PFDI earned commis-
sion income fromsales of nmutual fund shares, and Putnam
provided its subsidiaries with a product to sell by
creating and efficiently managi ng nutual funds. Appel-
| ants concede that they owed their status as underwiters
of the Putnam funds to their connections with Putnam
Moreover, Putnamis income from managi ng nutual funds was
conputed as a percentage of each fund's net asset wvalue.
Therefore, to the extent that MPA's and PFDI's selling
activities increased the funds' net asset values, those
activities al so contributed directly to Putnam s incone.
the selling activities may also have indirectly contrib-
uted to 'Putnami s inconme by increasing the opportunities
to earn reciprocity, In short, although the activities
of Putnam and its subsidiaries may conceptually be thought
of as distinct types of enterprise, they were in fact
economcally related activities that both depended upon
and contributed to one another.

Appel l ants rely on Ham |ton Managenent Corp.
v. State Tax Conmi ssion, 253 O. 602 [457 é. 2d 4861

(1969). "That case rnvolved a taxpayer which managed a
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mutual fund i n Col orado and which sold fund shares. in

oregon endotherstates. \Wiile recognizing that some

wvibary festuves connactedthe taxpayer's nanagl ng, and

wlling activiides, +*ne court held that the business was

nnt unitary ander Oregon law.  The case was deci ded under

cegulation 4. 280 (1)- %B) of the Oegon Tax Conmm ssion;
which -  provided, in part:

'the term ‘unitary business' means that the
taxpa[\)/er_ to which it: is applied is carrying
on- ‘a DUSINess, the conponent parts of which
are too closely connected and necessary to
sach othar to Justify division or separate
censideration as | ndependent units.

The court al so concluded that the managi ng and selling
activities didnot depend ON Or contribute to one another,
~evan though the taxpayer 's sales were used as a neasure

o\f\i,\i;s_;tmmjn.a«:rr;amem-. fee. |n reachi ng this conclusion, the
courtsratedthat there was no "nexus" .for taxation,, as

veg wi ¥ 84 by the dueprocess clause of the Fourteenth
ameridmant to we United States Constitution, because
~Jvegonhad conferred no "opportunities or protection”
on the management aspects of the business.

ASY

#We do not regard the Oregon court's concl usions
regarding " NEXUS " as controlling. on this appeal. Respon-
dent doas oot assertthatCalifornia has jurisdiction to
i ax Puinan’s wmanagement DUSI NESS 1N Boston. |t seeks
on by o compuie andtotaxthel NCome of MFA, PFDlI  and
YI A whichis reascnabhly attributable to California sourszes.
rnapportiosment formula Which is fairly calculated to
veash this vres al t does *not Offend the due process clause
0¥ the Fonr ciesnth Amendment . (Butler Brothers v. McColgan;
Soupra, 315 U.8. b 506-907.) Mbre rnporfaniTy, the Oregon
regulation gquoted above differs from California law. 1Ian
Cal ifornia, thetest fOr a unitary business is not whether.
rhe component parts "are too Cl 0sely connected andneces-
sarytoeach other [0 justify- division," but whether the
business dons W thin the state is dependent upon-or con-, N
tributestothe overall operations. (Superior Ol Co. v.
¥ranchise Pax Beoard, supra, 60 Cal. 2d at 4I3-414)) For
thase reasons, we pespectfully decline to follow the
Cregon conrt *s dec ision.

- To sum Uup, the California Suprenme Court has.,
stated that a business is "clearly unitary" if. there is

"any evidence" that the taxpayer's operations in this

state contribute.to the earning. of .income outside this
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state. (Butl er Brothers v.MccColgan, supra, 17 Cal, 2d.
at 668.) "Measured by this standard, the evidence in this
case anply supports respondent's determ nation of unity.
W therefore conclude that both MFA and PFDI were unitary
with Putnam during the years in question.

Appel l ants contend that the following itens
shoul d be excluded fromtheir unitary income Ssubject to
fornul a apportionnent: (1) conm ssions earned fromin-
surance sales by IlA; (2)commuiss ions earned by MA on
sales of shares in nmutual funds which were not nanaged
b% Putnam (3) Putnam s managenent fees to the extent
they are attributable to assets acguirad by the Putnam
funds prior to 1960; and (4 Putnam's nmanagenment fees to
the extent they are attributacle te assets acquired by
certain nutual funds before thiose 7unds became clients
of Putnam I n support of their position, appellants
argue that the activities which produczd such i ncone
we re not part of the unitary business.

We first address the conm ssions earned by, iix
As Indicated in the first portion ¢f this appeal, appel-
lants have conceded that Il A was unitary with MA, and
t he record supports this concession.. Mfa acquired IIlA
I N order to provide additional business for its own sales
organi zation . Mreover, since the two conpanies shared
the same facilities and sal es personnel., IIA's earnings
presumably hel ped to defray the costs of maintaining thar
organization. (See RKO Teleradio Pictures, Inc. v. Fran-
chise Tax Board, 246 Cal. App. 2d 812, 817 55 Cal. Rpts .
2997 T1966).) 1t therefore appears that ||A contributed
to MFA's business of selling nutual fund shares in that
it enabled MFA to have a larger and nore efficient salas
organi zation than would otherw se have been possible.

Whi | e appel l ants recogni ze these considerations,
they contend that IIA's insurance. sales were incidental
to the unitary business conducted by Putnam and MFA. T e
argue that insurance sales had no direct connection wth
Putnam 's busi ness of managing nmutual funds. W have cou-
sistently held, however, that direct |inks between each
and every segnent of a business are not a prerequisite
to a finding of unity. (See Appe' al of Monsanto Co., Cal.
St. Bd. of Equal., Nov. 6, 1970; Appeal of Golier Society.

Inc., Cal. St. Bd. of Equal., Aug. 19, 197/5; appeai oT

Arkla Industries, Inc., Cal. St. Bd. of Equal .-,- Am%- 6,
977.7 AIT_that need pbe shown is that each segnent forms
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an inseparable part of the unitary business wherever
conduct ed. (Appeal of Mnsanto Co., supra.) Here IIA
formed an inseparable part or the unitary business
because it depended upon and contributed to MFA's nutual
fund sales. Its income frominsurance sales is therefore
i ncludable in unitary incone.

Simlar reasoning |eads us to reject appellant's
other contentions. M-A used the same facilities and per-
sonnel to sell shares both in the Putnam funds and in
other funds. Putnam used the same facilities and person-
nel to manage all the funds with which it had contracts,
regardl ess of when or how the funds acquired their.assets.
Accordingly, each of these activities was an inseparable
part of the unitary business, and the incone therefrom
I's includable in unitary incomne. (See RKO Tel eradio
Pictures, Inc. v. Franchise Tax Board, supra.)

In support of their position that these activi-
ties were not part of the unitary business, appellants
rely on the- cryptic holding in _Chase Brass & Copper Co
v. Franchise Tax Board, supra, that sales of certain
metal by- products wWere not part of the taxpayer's unitary
busi ness. W considered an anal agous argunent in the
Appeal of Arkla Industries, Inc., supra. For the reasons
expressed in that opinion, We do not believe Chase Brass
supports apgellants' position on this point. (See al'so
Appeal s of The Anaconda Co., et al., Cal. St. Bd. of
equal ., May 11, 19/72.)

| n apportioning appellants' unitary incone to
California, respondent used a two-factor fornula conposed
of revenue and payroll. Appellants contend that the for-
mul a should include a property factor to reflect the
assets of the funds nmanaged by Putnam

_ Former section 25101 of the Revenue and Taxa-
tion Code gave respondent w de discretion in choosing an

appropriate apportionment formula. (El_Dorado O rks
V. McColgan 34 Cal. 2d 731 [215 P.2d 4] aﬁp. dism, 340
Uu. S.i 5 L. Ed. 589] (1950).) Under this section

respondent’s choice woul d not be set aside unless the
t axpayer established by clear and cogent evidence that
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the fornula was manifestly unreasonable or that it 59-
sulted in the taxation of extraterritorial values. =

(Pacific Fruit Express Co. v. McColgan, 67 Cal. App. 2d
93 [153 P.2d 60771 (1944).)

As a general rule, the property factor includes
all property held for use or actually used in the tax-
payer's unitary business. (See VWahrhaftig, Allocation
Factors in Use in California, 12 Hastings L.J. 65, 79-81
(August 1960).) IT property is an essential elenment
responsi ble for. the earning of unitary incone, it nust
be reflected in a property factor even if it is nerely
| eased and not owned by the taxpayer. (MDonnell Douglas
Corp. . Franchise Tax Board, 69 Cal. 2d 506 {72 Cal.

Tr. 465; 446 P. 2d 3131(1968).) Property may be ex-
cluded from the factor, however, and indeed a property
factor may be omtted entirely, if property is not a
mat erial 1 ncone-produci ng conponent of the taxpa&gr's
unitary business. (Appéal of John Blair & Co., . St
Bd. of Equal., March 4, 1965.)

Respondent contends that the assets of the
nmutual funds were not used in the business to produce
unitary income. It points out that since the assets
were owned by the nutual funds, they produced dividend,
interest, and capital appreciation incone only for the
funds and their sharehol ders, and the funds were not
ﬁart of the unitafy busi ness. Appellants, on the other

and, rely on the fact that the fund assets were used
as a measure of wunitary incone from Putnanml s managenent
fees. If this neasuring feature is not reflected in a
property factor, they argue, a disproportionate anount
of the managenment fees would be apportioned to this
state because of MFA's |arge California payroll

2/ The Uniform Division of Income for Tax Purposes Act,
Revenue' and Taxation Code sections 25120 through 25139,
now limts respondent's discretion in these natters.
(Appeal of Donald M Drake Co., Cal. St. Bd. of Equal.
Feb. 3, 1977, nod., March 2, 1977.) However, the Uniform
Act is applicable only to incone or taxable years begin-
ning after Decenber 31, 1966 (Stats. 1966; p. 181), and
iIs accordingly not involved in this appeal
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W believe that respondent has the better of
this argument. Putnam s managenent fees were produced
by the services it performed for the funds, not directly
by the assets which it managed. Since the income yielded
by the fund assets was not unitary income subject to for-
mul a apportionnent, we see no reason why the fornula nust
contain a property factor to account for those assets.
There is nothing to the contrary in MDonnell Douglas
Ccorp. v. Franchise Tax Board, supra, since the property
theré in questiron did produce unitary income for the
taxpayer. Moreover, appellants' argument ignores the
fact that respondent's fornula contains a revenue factor
as a counterbalance to the payroll factor. The managenent
fees were placed entirely in the denomnator of the reve-
nue factor and excluded from the nunerator. Even w thout
a property factor, therefore, the formula adequatelr
recogni zes that the management fees were attributable to
services rendered outside this state.

In a further attenpt to show that respondent's
formula is arbitrary, appellants conpare the percentage
of Putnam fund shareholders who were California residents
with the percentage of unitary income assigned to this
state. Since the percentages differ, they argue, the
formula nmust be distortive. This argunent assunes that
the unitary business consisted exclusively of nanaging
and selling shares in the Putnam funds. As indicated
previously, however, the unitary business also included
I nsurance sales and sales of shares in unrel ated nutual
funds. Since sone of the unitary inconme fromthese
activities was apportionable to California, the nere
fact that t he percentages cited by appellants are unequa
does not prove that the fornula is distortive.

_ No error has been shown in respondent's failure
to include a property factor and, accordingly, we sustain
respondent's action on this point.

IV

Respondent included 100 percent of the conmm s-
sions which PFDI earned on sales through California
brokers in the nunerator of the revenue factor used in
apportioning appellants' unitary income for the incone
years 1960 through 1966. The revenue factor used in
aggortioning PFDI's incone for the years 1955 through
1959 was al so conmputed in this manner. Appellants con-
tend that PFDI's conm ssions should be excluded fromthe
revenue factor.
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Throughout the years in question PFD enployed
two regional representatives in this state, one in Los
Angel es and the other in San Francisco. Their job was
to visit the offices of independent brokers to naintain
friendly relations and to help solve problens encountered
in selling Putnam fund shares. They also regularly gave
| ectures to groups of prospective investors about the
benefits and advantages of owning Putnam fund shares.

Al t hough the regional representatives occasion-
ally transmtted purchase orders to PFDI's Boston office,
for approval, they did not thenselves solicit or process
such orders. Sales of Putnam fund shares were made
directly from PFDI's Boston office to independent brokers
who then resold the shares to investors. |Insofar as we
can tell fromthe record, however, personnel in the Boston
headquarters engaged in no activities of a pronotional or
solicitational nature.

During the appeal years the Revenue and Taxa-
tion Code contalned39o specific definition of the sales
or revenue factor. =¥ Respondent's regul ations provided,
however:  "The sales or gross receipts factor generally
shal |l be apportioned in accordance wi th enployee sales
activity of the taxpayer within and without the State. ...
Pronotional activities of an enployee are given sone
weight in the sales factor." (Cal. Admn. Code, tit. 18,
reg. 25101, subd. (a).) Appellants appear to contend
that pFpI's conm ssions should be entirely excluded from
the revenue factor because its regional representatives
were not engaged in "enployee sales activity" within the
meaning of this regulation. W disagree.

The purpose of the revenue factor is to serve
as a bal ance against the other apportionnent factors 'and
"sal es should, so far as possible, be apportioned to the

3/ Such a definition is now presented in Revenue and
Taxation Code section 25134,. which is part of the Uni-
form Division of Incone for Tax Purposes Act. As indi-
cated in footnote 2, supra, the Uniform Act does not
apply to the years under consideration.
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state where the markets are found, from which the business
is received, or where the custoners are located." (Altman
& Keesling, Allocation of Incone in State Taxation (24
ed. 1950), pp. 128, I28; Appeal of Fourco d ass Co., Cal
St. Bd. of Equal., April 20, 1960.) We have therefore
liberally construed the term "enpl oyee sales activity"
to include not only direct solicitation of purchase orders,
but al so pronotional activities directed at the taxpayer's
prlnckfal mar ket s. |\ISElSee Appeal of Pfizer Inc., etc., Cal
St. Bd. of Equal., y 8, 197/3.) Here PFDI's DUSI NEss
was to sell fund shares to independent brokers for resale
to investors. Its regional representatives accordingly
aimed their pronotional efforts both at brokers and at
prospective investors. W conclude that those efforts
?ere "enpl oyee sales activity" for purposes of the revenue
actor.

Appel lants contend, in the alternative, that
only 25 percent of pFp1‘'s California conm ssions should
be included in the nunerator of the revenue factor. In
support of this position they rely on the Appeal of the
United States Shoe Corporation, decided by This board on
Decentwer U 1959, and the Appeal of Hammobnd Organ Com-

any, decided by this board™on MRy 1/, TIRZ. In each of
those cases, however, the taxpayer's cCalifornia sal es
were attributable to pronotional or solicitational activ-
ities outside California as well as to pronotion within
this state. The record in this case reveals no such out-
of -state activities. Accordingly, we believe respondent
properly included 100 percent of prpi's California com
mssions in the nunerator of the revenue factor. (See
Appeal of Pfizer, Inc., etc., supra.)

The Appeal of Avco Manufacturing Corporation
deci ded by this board on Decenber 16, 1959, 1s nof to
the contrary. Although the facts of-that case arguably
woul d have justified inclusion of all the taxpayer's
California sales in the nunerator of its sales factor
respondent chose to include only a |esser percentage.

We held that this action was not an abuse of respondent's
discretion. The taxpayer did not contend, and we did

not hold or inply, that inclusion of all California sales
in the nunerator of the sales factor woul d have been

| npr oper .

\Y

. The next question is whether PFDI was subject
to either the franchise or corporate income tax.
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Throughout the years at issue PFDI naintained
one permanent office in Los Angeles and another in San

Franci sco.

PFDI placed its name on the doors of these

offices and in the directories of the buildings where
the offices were located. It also listed its nane in

the yellow p
As
appeal , PFD

ages of California tel ephone books.

indicated in the preceding section of this
enpl oyed a regional representative in each

of its California offices. The representatives not only
mai ntai ned contacts with independent brokers, but also
regularly gave pronotional lectures to Proups of prosgec-

tive investors. Except for a clerk enp

on, the two

in this state.

oyed from 195
representatives were PFDI's only enpl oyees

Corporations doing business in California are
general ly subject to the franchise tax., (Rev. & Tax.
Code, § 23151.) "Doing business" is defined as "actively

engaging in
or pecuniary
Respondent's

corporations engaged who

any transaction for the purgose of financia
gain or profit." (Rev. & Tax. Code, § 23101.)
regul ations Froy|de, however, that forei

Iy in interstate comerce wi

n
i
not be considered as "doing business" in California. (Cal.

Adm n. Code,
Transit, Inc.
(1977).) PFDI

tit. 18, reg. 23101; but see Conplete Auto
v. Brady, U S [51 L. BEd. 2d 326}
contends that it was engaged solely in

interstate comerce, that is, pronoting sales fromits
Boston office to California brokers, and therefore was
not "doing business" in California.

I n

Cheney Bros..Co. v. Mssachusetts, 246 U S

147 [62 L. Ed. 6327(1918) one question before the Court

was whet her

the Northwest& Consolidated MIIing Conpany

was doing |ocal business in Mssachusetts. The Court

held that it

was for the follow ng reasons:

Thi s conpany was incorporated under the

| aws of

M nnesota, operates flour mlls there,

and sells the flour to whol esal e deal ers through-

out the

country. It has an office in Massachu-

setts where it enploys several salesnen for the

ur pose
gndpdem

of inducing local tradesmen to carry.
inits flour. These salesnen soliCit

and take orders fromretail dealers and turn
the sane over to the nearest whol esal e deal er

who fill

s the order and is paid by the retailer.

Thus the sal esman, although not in the enploy
of the wholesaler, is selling flour for him
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O course this is a domestic business,--inducing
one |local merchant to buy a particular class of
goods from another, --and may be taxed by the
state, regardless of the notive with which it

i s conduct ed. (62 L. Ed. at 637.)

Simlarly, PFDI was clearly "doing business"
inthis state. Its representatives gave pronotiona
| ectures; to induce California investors to purchase fund
shares from California brokers. The fact that these
| ectures were pronotional and did not include systematic
solicitation of orders %oes only to the nature of PFDI's
| ocal business and not to whether it was carrying on a
| ocal busi ness. (Lilly & Co. v. Sav-On-Drugs, Inc., 366
US 276, 282 [6 L. Ed. 2d 2881, rehg. den., 366 US
978 [6 L. Ed. 2d 1268)(1961).) Accordingly, Wwe hol d that
PFDI was subject to the franchise tax during the years
in question. In view of this decision, it Is unnecessary
to deternmine whether PFDI may have been liable for cor-
porate incone tax.

Vi

PFDI did not file California franchise or in-
come tax returns for any of the appeal years. Respondent
accordingly inposed failure-to-file penalties pursuant
to Revenue and Taxation Code section 25931, which requires
such penalties "unless it is shown that the failure IS
due to reasonable cause and not due to willful neglect .."

Several federal cases indicate that a taxpayer's
good faith but m staken belief that it owes no tax may
constitute reasonable cause for failure to file a return
if the law regarding taxability is unclear and there is
reasonabl e doubt as to how the legal issues will ulti-
mately be resol ved. (See, e.g., J. T. Wurtsbaugh, Trans-
feree, 13 T.C. 1059(1949); Henry Yeckes, f ’ -

Menmo. T. C. (1966).) Relying on these cases, PFDI con-
tends that there was substantial doubt as to whether it
was "doing business" in California, and that it reasonably
and in good faith believed that it owed no franchise tax
to this state.

Al t hough what constitutes "doing business" in
California is not entirely clear, we do not believe that
the ambiguity in the law is so great as to justify, in
itself, PFDI's failure to file returns. Soliciting
intrastate sales has been considered "doinﬂ busi ness”
within a state at |east since 1918, when the Suprene
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Court decided Cheney Bros. Co. v. Mssachusetts, supra.
Despite this holrding, PFDI apparenfTy nade no attenpt to
di scover whether its activities' in California--pronmoting
intrastate sales--might also be considered "doing busi-

ness." Insofar as we can tell fromthe record, PFD did
not seek |egal advice on this point or request a ruling
fromthe Franchise Tax Board. It chose instead to re

on its specul ati ve and unfounded belief that its activi=-
ties were entirely in interstate conmmerce. W hold that
PFDI has failed to establish reasonable cause for failing
to file returns. (See Appeal of Estate of MNarilyn Monroe,
Deceased, Cal. St. Bd. of Equal., April 2Z2Z, 1975.)

VI

The final issue in this appeal is whether the
proposed assessnent for the inconme year 1965 was tinely.

In 1965 MFA transferred all its assets to a
newly forned corporation, MA IncorPor?ting Conpany
0

(I'ncorporating), in exchange for al I ncorporating's
stock. = MFA then changed its nane to MFA Liquidating Corn-
pany (Liquidating) and nerged with Putnam |ncorporating

changed its nane to Mitual Fund Associates |ncorporated
(Mutual) and continued MFA's busi ness.

In order to obtain a tax clearance certificate
for MFA (see Corp. Code, § 1905), a vice president of
IncorForatlng executed respondent's Assunption of Tax
Liability form Therein Incorporating agreed to "file
or cause to be filed wth the Franchise Tax Board such
returns and data that may be required of" MA and also
"to pay in full, wthout reservation or restriction, al
accrued or accruing franchise taxes and delinquent charges
t hereon of" WA

_ Subsequently respondent obtained a witten
wai ver of the statute of limtations on behalf of Incor-
porating. The waiver provides that "any deficiency in
taxes or penalties, includin% I nterest thereon, due under
any return(s) nmade by or on behalf of [Incorporating]
may be proposed to be assessed at any tine on or before"
Septenber 15, 1971. Wthin the waiver period, but after
the statute of limtations would otherwise have run
respondent issued the proposed assessnent in question
to Mutual as successor in interest to Liquidating?

o Appel l ants do not contest the timeliness or
validity of Incorporating's waiver of the statute of
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limtations. They al so concede that Mitual is a trans-
feree of Incorporating and that the proposed assessment
was correctly addressed. They contend, however, that

I ncorporating's waiver applies only to taxes owed by
Incorporating in its own right, and that it does not
extend the limtations period for any taxes which Incor-
porating may owe as a transferee of MA

W find no merit in this argunent. Incorpor-
ating expressly agreed to file such returns as mght be
required of MFA, and also waived the |imtations period
for taxes due under "any return(s)" nmade by it for the
year in question. Cearly this waiver applies not only
to Incorporating's own returns, but also to any return
it filed or caused to be filed on behalf of M-A.

The cases cited by aggellants (Carnation M1k
Products Co., 15 B.T.A 556 (1929); More Investnent Co.
§ 61,261 P-H Meno. T.C. (1961)) are distinguishable on
their facts. In neither of those cases had the trans-
feree expressly assumed the transferor's tax liability.
Accordingly, we hold that the proposed assessnent in
question was tinely.

ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,
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| T I'S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board' on the
protests against proposed assessments of additiona
franchi se tax and penalties in the anounts and for the

years as foll ows:

[ ncome Franchi se
Appel | ant Year Tax Penal ty
Put nam Fund Distributors, Inc. 1955 $ 43.48 $ 10. 87
1955 43.48 10. 87
1956 25.00 6. 25
1957 25.00 6. 25
1958 37.76 9.44
1959 318.23 79. 56
1960 1,859.00 464. 75
1961 7,388.04 1,847.01
1962 3,237.85 809. 46
1963 1,747.52 436. 88
1964 2,342.40 585. 60
Mut ual Fund Associates, Inc.,
Successor in Interest to
MFA Li qui dating Co. 1965 25,344.00
Mut ual Fund Associates, Inc. 1 966 25,314.00

be and the same is hereby nodified in accordance with

respondent's concession regarding the payroll factor

In all other respects,

Board is sustained.

Done at Sacranmento, California,

of Decenber

1977, by the State Board of Equalizationy

this 6th
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